THERE IS NO ACCOUNTING FOR STOCK OPTIONS
By Richard A. Booth’

If ever there was a bad idea that would not die it is that the grant of stock options
should be treated as an expense for accounting purposes. After more than a
decade of trying, the FASB succeeded in imposing such a rule by adopting SFAS
123R in 2005, though the rule is still in the process of phase-in and there are
many questions about what it requires.

The reformers’ seemingly simple argument is that options are a substitute for
cash compensation. But an option may just as easily be viewed as a deal in
which an employee works in part for a share of the profits or a partnership in the
business. Is that an expense? Hardly.

This is not to say that an option has no value at the time of grant. But the value
lies in the possibility that the price of the underlying stock will rise. Even the
almighty Internal Revenue Code agrees that the recipient of options has income
only when the option is exercised. And no income means no expense. On the
other hand, the value of an option can now be calculated with relative precision.
The rub is that one of the variables that must be considered is the volatility of the
underlying stock. Curiously, options on riskier stocks are more valuable than
options on safer stocks, because riskier stocks are more volatile and more likely
to jump to the exercise price at some point. Thus, other things being equal, it
costs more for a growth company to use options as compensation than it does
for an established company to do so.

For example, on March 30, 2005 Intel closed at $27.43, and an option to buy
Intel at $30 in January 2005 closed at $2.25 per share, for an aggregate premium
of $4.82 per share over the current share price. On the same day, McDonald’s
closed at $28.66, and a January 2005 option to buy McDonald’s at $30 closed at
$1.85 per share, for an aggregate premium of $3.19 per share. In other words,
the Intel option was worth about 50 percent more than the McDonald’s option
even though the Intel option was farther out of the money. Why? Because Intel is
riskier than McDonald’s. If the two were to make identical option grants, Intel
would be required under the proposed rule to book an expense of $1.51 for every
dollar booked by McDonald’s. To add insult to injury, options are more important
for growth companies that need to conserve cash and whose employees seem to
prefer working for a piece of the action. In short, expensing will affect growth
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companies disproportionately, not only because each option is more valuable,
but also because growth companies tend to grant more options.

One of the goals of accounting should be to facilitate comparisons between
companies. Treating the grant of options as an expense will do just the opposite.
In order to compare the performance of Intel and McDonald’s, an investor will
need to adjust for the fact that Intel’s earnings are disproportionately reduced by
the recognition of more expense per option granted. Moreover, expensing will
lead to a string of bizarre adjustments likely to confuse things. Currently,
earnings per share are reported on a fully diluted basis -- as if all outstanding
matured options have been exercised. Effectively, options are already treated as
an expense because they reduce per share earnings. If we expense them at the
time of grant, per share earnings will need to be reported on the basis of actual
shares outstanding. And that in turn will mean that investors must fend for
themselves to figure out the potential dilution if outstanding options are
exercised.

In fairness, one could recognize option expense at the time of exercise and in an
amount equal to the simple difference between market price and exercise price
(as the tax man does). That would avoid the disproportionate impact of valuation
methods and would reflect actual dilution as it happens. But that is not the
proposal. And in fairness, recognition of expense at the time of exercise would
give option holders a new way to manage earnings. The solution is not
accounting rules but rather disclosure (of which there is plenty already). There is
no reason to think that the market cannot understand and adjust for the
(potential) dilution that comes with the grant of options.

In the end, it might not matter whether a company treats the grant of options as
an expense. Studies show that a company’s choice of accounting convention
makes no difference as to stock price. As it is, analysts can translate earnings
into cash flow, while CFOs can explain away the aberrant effects of accounting
rules by calculating pro forma earnings. But does it really make sense to invent
yet another way by which the numbers diverge? Moreover, it will be exceedingly
difficult to unwind the effects of expensing options. First, expensing options may
change management behavior by eliminating the incentive to distribute cash
through repurchases. Second, option pricing models are based on an options
market composed of diversified investors who can use options for hedging. For
the CEO who gets paid in options, they are an all-or-nothing proposition. If your
stock goes up, you win. If it goes down, you get squat. It follows that options are
worth a whole lot less as compensation than they are as market instruments.

Indeed, management compensation has been declining as a percentage of
income as options have become the primary form of compensation. In 1985
officer compensation was more than 70 percent of corporate taxable income in
the aggregate, whereas during the five years up to 2000 it averaged about 40



percent of taxable income. Thus, the perception that management compensation
is out of control is mostly about the redistribution of pay from losers to winners.

Aside from the difficulties inherent in expensing options, it is not clear that
options do have a cost. An option will be exercised only if the value of the
underlying stock increases. Who is to say that the rising stock price is not the
result of the added incentive created by stock options? Do options have a cost if
shareholders also enjoy a gain as a result? Moreover, an option that expires
unexercised presumably costs the company nothing even though it would have
been booked as an expense under the new order. Will the company recognize
income if its stock price remains flat and options are never exercised?

Some say that the problem with options as compensation is not accounting rules
as much as options themselves. The argument is that because options are risky
too many options must be granted to substitute for cash compensation. But that
is the nub of the matter. Options require managers to assume more risk. The
trade-off is the prospect of more return. Stockholders, on the other hand, can
diversify and avoid company-specific risk. A diversified investor knows that you
win some and you lose some but only the average matters.

During the 1950s and 1960s managers sought to smooth out earnings by
diversifying at the company level through conglomerate mergers. With the
ascendance of mutual funds in the 1970s, stockholders found a cheaper way to
diversify. The proof is in the pudding. The market places a lower value on
diversified conglomerate companies than it does on more focused companies.
Hence the junk-bond-financed bust-up takeovers of the 1980s. Bidders
discovered that they were able to sell the pieces of conglomerates for more than
the price of the whole, because investors prefer focused and leveraged
companies.

Managers learned the lessons of the 1980s well, and stock options became the
primary form of compensation -- to the tune of 90 percent of pay. Stock options
focus management attention where it belongs -- on increasing the value of the
company rather than on second-best indicators like earnings or sales (or oil
reserves). It is difficult to believe that so many companies in the 1990s would
have been so quick to spin off underperforming divisions if management had not
been induced to maximize share price by taking most of its compensation in the
form of options.

In addition, options induce granting companies to buy back stock to avoid
dilution. The critics cite such maneuvers as part of the problem. Does anyone
else perceive a contradiction here? One of the factors that led to the takeovers of
the 1980s was the reluctance of management to distribute available cash.
Options are a powerful incentive to share the wealth.



Still, it has been suggested that payment in stock would make more sense
because it would give management the same kind of stake as an investor.
Wrong. Aside from the fact that managers cannot diversify, with an outright grant
of stock, management assumes the risk that stock price will fall and not simply
fail to increase. With stock, management will have some interest in undertaking
conservative strategies designed to maintain stock price. On the other hand, in a
bear market, creating incentives to maintain stock price may sound like a pretty
good idea. Then again, if one is interested primarily in safety of principal or a
reliable return, there is always the bond market. It makes no sense to invest in
stock unless one seeks a higher return. So it makes no sense to create
incentives for management to pursue a conservative strategy. Again, investor
diversification is key. A diversified investor prefers that each individual company
maximize return even if it means that a few may go bust. If one is adequately
diversified, the winners will usually outperform the losers by more than enough to
generate a superior return. But few CEOs would bet the farm on a promising new
line of business if it were not for stock options and plenty of them.

In the 1930s, academics decried the separation of ownership from control and
the rise of a managerial class with little or nothing invested in the business. Now
it seems the complaint is just the opposite. The classical view of the corporation
is a business owned by the shareholders with management serving at their
pleasure and paid primarily by salary and bonus. But it may be more accurate to
think of a corporation as a partnership between management and investors. Only
a Luddite would, suggest that we should seek to discourage the use of options in
favor of basing compensation on some manipulable number like earnings,
particularly when earnings management seems to be a real problem. Indeed,
because stock options ultimately depend on the stock market, which is
exceedingly difficult to manipulate, they are essentially self-regulating. No
rational CEO would want so many options that it would reduce stock price.

The ultimate question is which view best comports with what shareholders want.
Do they want managers who see themselves as employees? Or do they want
managers who act like partners working for piece of the action? This is not a
rhetorical question. The answer may differ company to company. But we should
not use accounting rules to stack the deck in favor of one model or the other.



